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Water Utilities

Essential Utilities, Inc. (WTRG)
WTRG: Recent Weakness Provides Attractive Entry Point – We Remain Bullish on WTRG’s LT
Growth Prospects
 
Our Call
We believe the recent weakness provides an attractive entry point as the fundamental
narrative has not changed. Since 1/8, shares of WTRG are down 11%. This trails “larger
cap” water utility peers (-0% to -8%), gas LDCs (+6%) & S&P Utilities (-5%). We reiterate
our Overweight rating and $52/sh price target (29X our 22E). WTRG’s YE’20 update was
consistent with the mid-January guidance event including ’21 diluted EPS guidance of
$1.64-1.69 (cold YTD weather has Peoples o to a strong start), a 5-7% EPS CAGR target
through ’23 and $3B of capex over the 2021-23 period which will drive underlying 6-7%
water and 8-10% gas rate base CAGRs. Our 21-25E EPS remain $1.67, $1.80, $1.93,
$2.07 & $2.20. Our forecast results in an EPS CAGR near the upper end of WTRG’s 5-7%
range which we believe is reasonable given strong underlying rate base growth driven by
accelerated pipeline replacement needs and a municipal M&A strategy that continues to
gain momentum.

A Very Healthy Municipal Deal Pipeline. Following a solid 2020 ($63M of deals), 2021
is shaping up to be even better (signed $90M of new deals in 2020). Besides the $277M
DELCORA deal, WTRG has ve other signed APA’s which will add $161M in rate base
– includes four separate chunky wastewater deals (East Whiteland, PA $55M; Lower
Makeeld, PA $53M; Bourbonnais, IL $32M; Williston Township, PA $17.5M). In addition
there is the $12M purchase of Shenandoah, PA’s water assets – the borough council
approved the deal in late November and the APA is still being nalized. WTRG’s deal
development pipeline remains robust and management continues to express optimism
that activity will start ramping up in the years ahead in the four states that only somewhat
recently adopted FMV legislation (NC & OH in ’18; TX in ’19; VA in ’20). Our model reects
primarily announced deal closures over the 2020-22 period plus a $75M/year placeholder
in ’23 & beyond. This could prove conservative if the recent pace continues.

Big Picture DELCORA Thoughts. We believe the deal will close as discussed in greater
detail later in this note. Getting DELCORA across the nish line is more important than
the timing of it given the longer-term strategic value it represents. Beyond the $277M
rate base pick up at closure (expected early Q2’21), we are attracted to (1) the $700M
of capital investments – $25-50M/year for typical repair/replace work plus roughly
$300M over the 2026-28 period related to DELCORA’s treatment plant – as well as (2)
the likely substantial wastewater tuck-in deals that could transpire in the area. But our
Overweight thesis is not solely predicated on DELCORA closing. We believe relatively
low risk, regulated EPS growth in the 5-7% range is achievable without driven by pipeline
replacement needs and municipal M&A momentum. That rate of growth would simply be
enhanced if DELCORA closes as it should allow WTRG to extend it through the end of the
decade and perhaps even raise it.
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Rating Overweight
Ticker WTRG
Price Target/Prior: $52.00/NC
Upside/(Downside) to Target 19.6%
Price (02/25/2021) $43.49
52 Week Range $30.40 - 52.00

Shares Outstanding 245,271,727

Market Cap (MM) $10,667

Enterprise Value (MM) $16,023

Average Daily Volume 979,436

Average Daily Value (MM) $43

Dividend (NTM) $1.00

Dividend Yield 2.3%

Net Debt (MM) - last reported $5,357

ROIC - Current year est. 9%

3 Yr EPS CAGR from current year
(unless otherwise noted)

7%

 

$ 2020A 2021E 2021E 2022E 2022E
EPS Curr. Prior Curr. Prior
Q1 (Mar) 0.60 A 0.67 E NC -  NC

Q2 (Jun) 0.29 A 0.25 E NC -  NC

Q3 (Sep) 0.23 A 0.25 E NC -  NC

Q4 (Dec) 0.46 A 0.50 E NC -  NC
 

FY 1.58 A 1.67 E NC 1.80 E NC

P/E 27.6x 26.1x 24.1x
 

ROIC - Current year est.: ROIC is actually ROE Source: Company Data,
Wells Fargo Securities estimates, and Renitiv.
NA = Not Available, Volatility = Historical trading volatility

All estimates/forecasts are as of 2/25/2021 unless otherwise stated. 2/25/2021 12:52:32 EST. Please see page 5 for rating denitions, important disclosures and required analyst certications.
Wells Fargo Securities, LLC does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the rm may have a conict of interest that could
aect the objectivity of the report and investors should consider this report as only a single factor in making their investment decision.
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Next PA Rate Cases
WTRG does not have any major rate-setting procedures pending. The next PA water & wastewater
rate case ling is expected around mid-’21 while the next gas one might be made in late ’22. While
WTRG’s PA rate cases can never be overlooked given the meaningful % of rate base represented
(more than 70% on the water/wastewater side), the utility has a long history of reaching constructive
outcomes via settlement agreements. In addition, despite the pandemic-related economic challenges
faced by many ratepayers that has led to heightened rate sensitivity in some states, the PA regulatory
environment has upheld its constructive reputation – includes the recent NI rate case outcome as well
as the ALJ recommendation in the pending AWK case which honors the 10/30 settlement agreement.

Peoples Repairs Tax Deduction Settlement
Management noted that a verbal settlement has been reached with intervenors that will give back
100% of the catchup benets to ratepayers over a 5-year period. This contrasts with WTRG’s proposal
where 40% of the benets would have been shared directly with ratepayers through surcredits on bills
and the remaining 60% used as an increasing income tax expense oset over the 2023-25 period in
order to avoid implementing a gas base rate increase prior to 1/1/2026. We view the move as goodwill
gesture on WTRG’s part to help provide customers with some additional bill relief as they deal with
the economic impacts of the pandemic. As noted above, we expect Peoples next base rate ling could
occur in late ’22.

A Deeper Dive Into The DELCORA Approval Process
Since the ALJ recommendation for denial of the $277M deal was posted to the PaPUC website on
1/12, a few developments have occurred.

(1) Delaware County on 1/21 appealed the 12/28 decision by Judge Barry Dozor in the Court of
Common Pleas of Delaware County. Recall, Judge Dozer ruled against Delaware County’s two claims
and in favor of DELCORA and WTRG regarding the validity of the asset purchase agreement as well as
the ability to put the net proceeds of roughly $200M from the sale into a trust to be used to stabilize
ratepayers’ bills in the years ahead.

(2) Settlements have been reached with two more of the municipalities that had not yet consented
to the transfer of the assets and/or assignment of contracts to WTRG from DELCORA and each has
discontinued its Complaint in the Court of Common Pleas of Delaware County. One was SWDCMA
which constitutes ~5% of DELCORA’s annual revenues or the bulk of the 9% represented by all of the
holdouts. That leaves only two remaining (the Townships of Edgmont and Lower Chichester) out of the
49 total municipalities served. Discussions remain ongoing and the parties do not oppose the PaPUC
approving the DELCORA transaction with the condition that these contractual issues be resolved prior
to closing.

(3) WTRG and DELCORA withdrew the proposed customer assistance bill payment that the ALJ
recommendation concluded was a “rate stabilization” plan. Rather than show it as a credit against
the amount due on wastewater bills, DELCORA customers will get the $200M of net benets from
the transaction through direct mail, quarterly payments.

We continue to believe the DELCORA deal will eventually be approved by the PaPUC and close. For
starters, the ALJ recommendation does not necessarily convey the PaPUC commissioners’ views.
That point was highlighted just recently in the constructive conclusion of NI’s rate case despite an ALJ
recommendation to deny the requested increase altogether. Approval just may take some additional
time beyond WTRG’s early Q2’21 target. We cannot rule out the potential need to re-le the PaPUC
application and/or extend the current statutory timeframe beyond the 3/26 deadline. With only four
of the ve PaPUC commissioner chairs lled right now, it is possible a 2-2 stalemate occurs.

But under the assumption the ALJ recommendation is consistent with where commissioner heads
were in mid-January, WTRG has largely addressed the concerns expressed, in our opinion. Recall, ALJ
rationale for denial was that (1) ongoing litigation regarding DELCORA’s ability to transfer assets
under the asset purchase agreement and (2) WTRG’s failure to attach the rate stabilization plan to the
application make it too dicult to make an informed recommendation regarding if the deal is in the
public interest.

We believe the 12/28 Court of Common Pleas order combined with the additional municipal
settlements (and likely two future ones) should allow the reasonableness of the purchase price under
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PA’s FMV law as well as the public interest determination to be made by the PaPUC. Reaching a
settlement with Delaware County – an outcome that management continues to strive for, possibly
even after the 3/26 PaPUC decision deadline – that results in dismissal of the appeal would seemingly
de-risk the conclusion even further. Finally, the withdrawal of the “rate stabilization” plan should make
the ALJ’s concern on that point moot.

Acronyms Used:

ALJ – Administrative Law Judge

APA – Asset Purchase Agreement

DELCORA – Delaware Country Regional Water Quality Control Authority

FMV – Fair Market Value

PaPUC – Pennsylvania Public Utility Commission
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Price Target Basis and Risk
Price Target for WTRG: $52.00 from NC

Our $52/share price target reects both a P/E multiple and DDM analysis. In terms of P/E, we apply a 70% water/30% gas utility hybrid
multiple to our 2022E of $1.80. For WTRG's water utility multiple, we ascribe a roughly 5% discount to the 21E multiple we use for AWK
(34X, which is a 5-10% premium to the pure play water peer group median). We consider AWK to be WTRG's closest peer on the water
side based on scale, key states/regions and municipal consolidation strategies. The roughly 5% discount reects a modestly lower earnings
growth rate (we forecast roughly 7% for WTRG's water business vs. 8% for AWK) as well as lower ESG appeal (primarily due to the Peoples
gas utility). For WTRG's gas utility multiple, we utilize the 21E pure play gas LDC median of 18.0-18.5X (based on ATO, NWN, OGS &
SR) and then apply a roughly 10% premium to it. We believe a premium is warranted as (1) Peoples is at the early stages of a multi-year
accelerated pipeline replacement eort which is expected to drive healthy rate base growth for the foreseeable future (WTRG's 3-year
guidance is 8-10%), (2) we believe Western PA, which sits above the prolic Marcellus and Utica shale plays, is largely immune to the anti-
gas sentiment impacting some areas of the country and (3) most of Peoples falls under the constructive PA regulatory framework.

Risk for WTRG

Key downside risks include adverse regulatory decisions, issues with the Peoples gas deal integration and earnings accretion, missteps with
regards to the M&A strategy and execution as well as potential anti-gas sentiment and ESG concerns stemming from the ownership of a
gas utility.

Investment Thesis
WTRG

Our Overweight rating is premised on our belief that WTRG shares do not fully reect the company's strong fundamentals which include
a proven EPS growth strategy, a rate base that is growing at a mid-to-upper single digit CAGR, constructive regulatory treatment
(particularly in PA where roughly 70% of earnings are derived and near-term regulatory risk is relatively low as both the water and gas
utilities completed rate cases in 2019), an ecient operating model and a solid nancial prole. We believe relatively low risk, regulated
EPS growth of at least 6% is achievable driven by the timely rate recognition of elevated pipeline infrastructure investment needs for the
foreseeable future supplemented by water/wastewater municipal M&A trends.
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Required Disclosures

I, Jonathan Reeder, certify that:
1) All views expressed in this research report accurately reect my personal views about any and all of the subject securities or issuers discussed; and
2) No part of my compensation was, is, or will be, directly or indirectly, related to the specic recommendations or views expressed by me in this research report.

Additional Information Available Upon Request

Essential Utilities, Inc. Rating History as of 02-24-2021
powered by: BlueMatrix
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Closing Price Price Target

Initiation (I); Drop Coverage (D); Overweight (BUY); Equal Weight (HOLD); Underweight (SELL); Suspended (SR); Not Rated (NR); No Estimate (NE)

Wells Fargo Securities, LLC or its aliates received compensation for investment banking services from Essential Utilities, Inc. in the past 12 months.
Wells Fargo Securities, LLC maintains a market in the common stock of Essential Utilities, Inc..
Wells Fargo Securities, LLC, or its aliates, managed or co-managed a public oering of securities for Essential Utilities, Inc. within the past 12 months.
Wells Fargo Securities, LLC, or any of its aliates, intends to seek or expects to receive compensation for investment banking services from Essential Utilities, Inc. in
the next three months.
Essential Utilities, Inc. currently is, or during the 12 month period preceding the date of distribution of the research report was, a client of Wells Fargo Securities,
LLC. Wells Fargo Securities, LLC provided investment banking services to Essential Utilities, Inc..
Wells Fargo Securities, LLC or its aliates has a signicant nancial interest in Essential Utilities, Inc..
WTRG:
Key downside risks include adverse regulatory decisions, issues with the Peoples gas deal integration and earnings accretion, missteps with regards to the M&A
strategy and execution as well as potential anti-gas sentiment and ESG concerns stemming from the ownership of a gas utility.

Wells Fargo Securities, LLC does not compensate its research analysts based on specic investment banking transactions. Wells Fargo Securities, LLC’s research
analysts receive compensation that is based upon and impacted by the overall protability and revenue of the rm, which includes, but is not limited to investment
banking revenue.

STOCK RATING

1=Overweight: Total return on stock expected to be 10%+ over the next 12 months. BUY

2=Equal Weight: Total return on stock expected to be 0-10% over the next 12 months. HOLD

3=Underweight: Total return on stock expected to lag the Overweight- and Equal Weight-rated stocks within the analyst's coverage universe over the next 12
months. SELL

As of February 24, 2021
55.1% of companies covered by Wells Fargo Securities, LLC Equity Research are rated Overweight.
33.1% of companies covered by Wells Fargo Securities, LLC Equity Research are rated Equal Weight.
11.8% of companies covered by Wells Fargo Securities, LLC Equity Research are rated Underweight.
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Wells Fargo Securities, LLC has provided investment banking services for 58.5% of its Equity Research Overweight-rated companies.
Wells Fargo Securities, LLC has provided investment banking services for 46.1% of its Equity Research Equal Weight-rated companies.
Wells Fargo Securities, LLC has provided investment banking services for 44.6% of its Equity Research Underweight-rated companies.

Important Disclosure for U.S. ClientsThis report was prepared by Wells Fargo Securities Global Research Department (“WFS Research”) personnel associated with
Wells Fargo Securities and Structured Asset Investors, LLC (“SAI”), an investment adviser subsidiary of Wells Fargo & Co. If you are paying directly for this research, it
is being provided by SAI. For all other recipients in the U.S. this report is being provided by Wells Fargo Securities.

Important Disclosure for International Clients

United Kingdom – The securities and related nancial instruments described herein may not be eligible for sale in all jurisdictions or to certain categories of
investors. For recipients in the United Kingdom, this report is distributed by Wells Fargo Securities International Limited (“WFSIL”). WFSIL is a UK incorporated
investment rm authorised and regulated by the Financial Conduct Authority. For the purposes of Section 21 of the UK Financial Services and Markets Act 2000
(the “Act”), the content of this report has been approved by WFSIL, an authorised person under the Act. WFSIL does not deal with retail clients as dened in the
Directive 2014/65/EU (“MiFID2”). The FCA rules made under the Financial Services and Markets Act 2000 for the protection of retail clients will therefore not apply,
nor will the Financial Services Compensation Scheme be available. This report is not intended for, and should not be relied upon by, retail clients.

EEA – The securities and related nancial instruments described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. For
recipients in the EEA, this report is distributed by WFSIL or Wells Fargo Securities Europe S.A. (“WFSE”). WFSE is a French incorporated investment rm authorized
and regulated by the Autorité de contrôle prudentiel et de résolution and the Autorité des marchés nanciers. WFSE does not deal with retail clients as dened in
the Directive 2014/65/EU (“MiFID2”). This report is not intended for, and should not be relied upon by, retail clients.

Australia – Wells Fargo Securities, LLC, Wells Fargo Securities International Limited and Wells Fargo Securities Asia Limited are exempt from the requirements to
hold an Australian nancial services license in respect of the nancial services they provide to wholesale clients in Australia. Wells Fargo Securities, LLC is regulated
under the laws of the United States, Wells Fargo Securities International Limited is regulated under laws of the United Kingdom, and Wells Fargo Securities Asia
Limited is regulated under the laws of Hong Kong. All such laws dier from Australian laws. Any oer or documentation provided to Australian recipients by Wells
Fargo Securities, LLC, Wells Fargo Securities International Limited or Wells Fargo Securities Asia Limited in the course of providing the nancial services will be
prepared in accordance with the laws of the United States, United Kingdom or Hong Kong and not Australian laws.

Canada – This report is distributed in Canada by Wells Fargo Securities Canada, Ltd., a registered investment dealer in Canada and member of the Investment
Industry Regulatory Organization of Canada (IIROC) and Canadian Investor Protection Fund (CIPF). Wells Fargo Securities, LLC’s research analysts may participate in
company events such as site visits but are generally prohibited from accepting payment or reimbursement by the subject companies for associated expenses unless
pre-authorized by members of Research Management.

Hong Kong – This report is issued and distributed in Hong Kong by Wells Fargo Securities Asia Limited (“WFSAL”), a Hong Kong incorporated investment rm
licensed and regulated by the Securities and Futures Commission to carry on types 1, 4, 6 and 9 regulated activities (as dened in the Securities and Futures
Ordinance (Cap. 571 The Laws of Hong Kong), “the SFO”). This report is not intended for, and should not be relied on by, any person other than professional
investors (as dened in the SFO). Any securities and related nancial instruments described herein are not intended for sale, nor will be sold, to any person other
than professional investors (as dened in the SFO). The author or authors of this report is or are not licensed by the Securities and Futures Commission. Professional
investors who receive this report should direct any queries regarding its contents to Kelly Chiang and Mandy Wan at WFSAL (email: wfsalresearch@wellsfargo.com).

Japan – This report is distributed in Japan by Wells Fargo Securities (Japan) Co., Ltd, registered with the Kanto Local Finance Bureau to conduct broking and dealing
of type 1 and type 2 nancial instruments and agency or intermediary service for entry into investment advisory or discretionary investment contracts. This report
is intended for distribution only to professional investors (Tokutei Toushika) and is not intended for, and should not be relied upon by, ordinary customers (Ippan
Toushika).

The ratings stated on the document are not provided by rating agencies registered with the Financial Services Agency of Japan (JFSA) but by group companies
of JFSA-registered rating agencies. These group companies may include Moody’s Investors Services Inc., Standard & Poor’s Rating Services and/or Fitch Ratings.
Any decisions to invest in securities or transactions should be made after reviewing policies and methodologies used for assigning credit ratings and assumptions,
signicance and limitations of the credit ratings stated on the respective rating agencies’ websites.

About Wells Fargo Securities

Wells Fargo Securities is the trade name for the capital markets and investment banking services of Wells Fargo & Company and its subsidiaries, including but not
limited to Wells Fargo Securities, LLC, a U.S. broker-dealer registered with the U.S. Securities and Exchange Commission and a member of NYSE, FINRA, NFA and
SIPC, Wells Fargo Prime Services, LLC, a member of FINRA, NFA and SIPC, Wells Fargo Securities Canada, Ltd., a member of IIROC and CIPF, Wells Fargo Bank, N.A.
and Wells Fargo Securities International Limited, authorized and regulated by the Financial Conduct Authority.

This report is for your information only and is not an oer to sell, or a solicitation of an oer to buy, the securities or instruments named or described in the
report. This report, including any ratings it contains, should not be considered a recommendation tailored to a particular investor with respect to (i) the security or
securities or (ii) any investment strategy or strategies discussed in the report. Interested parties are advised to contact the entity with which they deal, or the entity
that provided this report to them, if they desire further information or they wish to eect transactions in the securities discussed in this report. The information
in this report has been obtained or derived from sources believed by Wells Fargo Securities Global Research Department (“WFS Research”), to be reliable, but WFS
Research does not represent that this information is accurate or complete. Any opinions or estimates contained in this report represent the judgment of WFS
Research, at this time, and are subject to change without notice. Certain text, images, graphics, screenshots and audio or video clips included in this report are
protected by copyright law and owned by third parties (collectively, “Third Party Content”). Third Party Content is made available to clients by Wells Fargo under
license or otherwise in accordance with applicable law. Any use or publication of Third Party Content included in this report for purposes other than fair use requires
permission from the copyright owner. Any external website links included in this publication are not maintained, controlled or operated by Wells Fargo Securities.
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Wells Fargo Securities does not provide the products and services on these websites and the views expressed on these websites do not necessarily represent
those of Wells Fargo Securities. Please review the applicable privacy and security policies and terms and conditions for the website you are visiting. All Wells Fargo
Securities and SAI research reports published by WFS Research are disseminated and available to all clients simultaneously through electronic publication to our
internal client websites. Additional distribution may be eected via email, fax or regular mail. Clients may also receive our research via third party vendors. Not all
research content is redistributed to our clients or available to third-party aggregators, nor is WFS Research responsible for the redistribution of our research by
third party aggregators. Equity Strategists focus on investment themes across the equity markets and sectors. Any discussion within an Equity Strategy report
of specic securities is not intended to provide a fundamental analysis of any individual company described therein. The information provided in Equity Strategy
reports is subject to change without notice, and investors should not expect continuing information or additional reports relating to any security described therein.
For research or other data available on a particular security, please contact your sales representative or go to http://www.wellsfargoresearch.com. For the purposes
of the U.K. Financial Conduct Authority's rules, this report constitutes impartial investment research. Each of Wells Fargo Securities, LLC, Wells Fargo Securities
International Limited and Wells Fargo Securities Europe S.A. is a separate legal entity and distinct from aliated banks. Copyright © 2021 Wells Fargo Securities,
LLC

SECURITIES: NOT FDIC-INSURED - MAY LOSE VALUE - NO BANK GUARANTEE
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